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TAX INFORMATION RELEASE . s8-8

RE: Capital Goods Excise Tax Credit Recapture

This Tax Information Release (“TIR') is limted to the issue of the
recapture of the capital goods excise tax credit (“credit”), except where
otherwi se stated. Refer to TIR No. 88-6 for discussion of other
credit-related issues.

Al t hough Code section 47, as anended as of Decenber 31, 1984, which is
adopted by section 235-110.7(d), HRS, sets forth different nethods for
investnent tax credit (“ITC) recapture, the nmethod of recapture for
purposes of the credit does not track all ITC principles. The Departnent
has used only those |ITC principles of recapture that apply due to the fact
that the availability of the credit is based on limted ITC grounds. Those
| TC principles of recapture used in this TIR were also chosen for ease of
adm nistration for both the taxpayer and the Departnent.

. GENERAL DEFIN TIONS FOR PURPOSES OF TIR NO 88-8

“Code” neans the Internal Revenue Code of 1954, as anended, which
includes the Internal Revenue Code of 1986 and the Internal Revenue Code of
1986, as anended, unless ot herw se stated.

“Eligible property” neans section 38 property, new section 38

prop)rty, or used section 38 property (as defined in section V of TIR No.
88-6) .

“Recapture period’” neans the period beginning on the first day of the
nmonth the eligible property is purchased or placed in service (as defined
in section Il of TIR No. 88-6), whichever is earlier, and extending for a
full three years.

Il RECAPTURE OF CREDIT: CERTAIN DISPOSITIONS, ETC., OF ELIG BLE PROPERTY

A | N GENERAL

Subj ect to exceptions which are discussed in section Ill of this TIR the
recapture rule applies to reconpute previously taken credit if eligible
property is disposed of or otherwi se ceases to be eligible property within
the recapture period. See section II(C of this TIR for a discussion of
when property ceases to be eligible property.
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Pursuant to section 241-4.5, HRS, the credit as provided under section
235-110.7, HRS, TIR No. 88-6, and this TIR shall apply to banks and ot her
financial corporations.

B. RECOVPUTATI ON

The credit is reconmputed by multiplying the previously taken credit by a
recapture percentage, and there should be taken into account any prior
recapture determnation in connection with the sanme property.

The follow ng table determ nes the recapture percentage.
Recapt ure peri od: If the recovery property The recapture percentage is:

or depreciable property ceases to be
eligible property wthin:

(i) ©One full year after Purchased and

pl aced in service 100%

(ii) ©One full year after the close of
the period described in clause (i) 66%

(iii) One full year after the close of
the period described in clause (ii) 33%

(iv) One full year after the close of
the period described in clause (iii),
and thereafter - 0-

Exanmple 1. On June 15, 1989, Taxpayer A purchases and places in
service eligible property with a basis of $10,000. The asset is used
entirely for business purposes. The amount of credit allowable and
taken for taxable year 1989 is $400 ($10,000 x 4% . On June 16, 1991
A sells the asset. |In taxable year 1991, A nust recapture $132 ($400
X 33% of the previously taken credit.

An increase in incone tax due to recapture is limted to the total credit
cl ai ned

A reconmputation of the credit shall be made on Part Il of Form N-312 which
is provided by the Departnent.

In the case of a taxpayer who is involved in a pass-through entity (i.e.,
partnership, S corporation, estate, or trust) and who clains a credit for
the entity’s eligible property, the taxpayer shall attach to Form N-312, a
copy of the Schedule K-1 and any other statenent (relating to the credit)
which is provided by the pass-through entity. A copy of the Schedule K-1
and other statenent shall be attached to Form N-312 both when the credit is
claimed, and when the credit is subject to recapture.

C. RECAPTURE EVENT (I.E., PROPERTY CEASES TO BE ELId BLE PROPERTY)

1. I n General

Property ceases to be eligible property with respect to a taxpayer:
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(1) As a result of the occurrence of an event on a specific date
(e.g., a sale, transfer, retirenent, gift, distribution, or other
di sposition). The cessation shall be treated as having occurred
on the actual date of the event; or

(2) For any reason other than the occurrence of an event on a
specific date (e.g., the property is used predomnantly in
connection with the furnishing of |odging during the taxable year
and does not fall within one of the exceptions; decrease in
busi ness use of listed property). The cessation shall be treated
as having occurred on the first day of the taxable year.

2. Decrease In The Business Use O Listed Property To Less Than
50 Per_Cent

During the recapture period, all or a portion of the credit taken in an
earlier year for listed property may be subject to recapture if: (1) the
percent age of business use falls below the percentage of business use for
the year the listed property was purchased and placed in service; or (2)
the listed property is converted from business use to personal use and does
not satisfy the nore-than-50 per cent business use test. The terns “listed
property” and “the nore-than-50 per cent business use test” are defined in
section |11 (E) of TIR No. 88-6.

Exanmple 1. A, a cal endar-year taxpayer, purchased and placed in
service on January 15, 1988, an autonobile for $7,000. In 1988, A
uses the autonobile 75 per cent for business, 15 per cent for the
production of inconme, and 10 per cent for personal use. For taxable
year 1988, A clains a credit in the anmount of $189 ($7,000 x 90% x
3% . In 1989, A uses the autonobile 60 per cent for business, 15 per
cent for the production of incone, and 25 per cent for personal use.
The increased personal use triggers partial recapture of the credit of
$20.79 [[($7,000 x 90% x 3% - ($7,000 x 75% x 3%] x 66%. In 1990,
A uses the autonobile 50 per cent for business, 25 per cent for the
production of income, and 25 per cent for personal use. Although
recapture is not required on the basis that the percentage of persona
use remai ned the sanme in taxable years 1989 and 1990, Code section
280F, which is adopted by section 235-110.7(d), HRS, requires
recapture because the autonobile ceases to be eligible property for
failure to satisfy the nore-than-50 per cent business use test.
Accordingly, A nust recapture a further $51.98 [[($7,000 x 75% x 3%
($7,000 x 0% x 3%] x 33%.

3. Decrease In Basis O Eliqgible Property

During the recapture period, all or a portion of previously taken credit
may be subject to recapture as a result of a cessation such as a decrease
in the basis of eligible property (either through a refund in purchase
price or usage of the property for personal purposes).

Exanmple 1. A, a cal endar-year taxpayer, purchased and placed in
service on January 1, 1988, property, which is not |isted property,
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with a basis of $20,000. In taxable year 1988, A uses the asset 80
per cent for business, and 20 per cent for personal purposes. Thus,
for taxable year 1988, only 80 per cent, or $16,000 ($20,000 x 80% of
the basis of the asset qualifies as eligible property. The credit
allowable in 1988 is $480 ($16,000 x 3% . In taxable year 1989, A
uses the asset 60 per cent for business, and 40 per cent for personal
pur poses. The increased personal use triggers partial recapture of
the credit in taxable year 1989 of $79.20 [[(%$20,000 x 80% x 3%
($20,000 x 60%x 3%] x 66%.

4. Partnership, S Corporation, Estate, O Trust

a. I n General

In the case of a partnership, S corporation, estate, or trust, the
recapture rule applies to a partner, sharehol der, or beneficiary who
originally received the benefit of a credit if wthin the recapture period:
(1) the S corporation, partnership, estate, or trust disposes of eligible
property (or if eligible property otherw se ceases to be eligible property
in the hands of the entity); or (2) the partner’s, shareholder’s, or
beneficiary’'s interest in the entity is reduced (for exanple, by a sale of
the partner’s, shareholder’s, or beneficiary’'s interest in the entity)

bel ow a specified percentage.

The term “specified percentage” neans that if a partner’s, sharehol der’s,
or beneficiary’'s interest in the entity is reduced below 66 2/3 per cent of
its interest at the time the credit was taken, a pro rata share of the
partner’s, shareholder’s, or beneficiary’s interest in the entity’s
eligible property will cease to be eligible property with respect to the
partner, shareholder, or beneficiary (“66 2/3 per cent rule”), and credit
recapture will be required.

Once there has been a recapture by reason of the 66 2/3 per cent rule,
there is no further recapture until the partner’s, shareholder’s, or
beneficiary’s interest is reduced to less than 33 1/3 per cent of its
interest at the tinme the credit was taken (“33 1/3 per cent rule”).
Thereafter, any reduction in interest, however small, wll again subject
t he partner, shareholder, or beneficiary to the recapture provisions.

In making a recapture determ nation, there should be taken into account any
prior recapture determ nation nmade with respect to the partner,
sharehol der, or beneficiary in connection with the sane property.

Exanple 1. General Facts. Corporation S, a calendar year S
corporation, purchased and placed in service on June 1, 1988, the
following three itens of eligible property:

Asset nunber Basi s
1 $30, 000
2 $30, 000
3 $30, 000

On Decenber 31, 1988, Corporation S had 200 shares of stock
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out st andi ng which were owned equally by shareholders A and B, cal endar
year taxpayers. The total bases of the three eligible properties were
apportioned to shareholders A and B as foll ows:

Total bases . . . . . . . . . . . $90,000
Shar ehol der A (100/200) . . . . $45,000
Shar ehol der B (100/200) . . . . $45,000

In taxabl e year 1988, each shareholder took a credit of $450 ($15, 000
x 3% for each of the three eligible properties, or a total credit of
$1, 350 ($15,000 x 3% x 3).

Exanple 2. Assune the facts as in Exanple 1 above, and the
following fact. On Decenber 21, 1989, Corporation S sells asset No. 3
to Corporation X For taxable year 1989, shareholders A and B nust
each recapture $297 ($450 x 66% of their previously taken credit.
Corporation X would not be subject to recapture because it never
benefitted fromthe credit.

Exanple 3. Assune the facts as in Exanple 1 above, and the
following fact. On Novenber 11, 1990, shareholder A sells 50 of A's
100 shares to C. As a result, 50 per cent of A's share of the basis
of each of the three eligible properties cease to be eligible
properties with respect to A since imediately after the sale, A's
proportionate interest in Corporation S is reduced to 50 per cent of
A's interest at the tinme the credit was taken. For taxable year 1990,
A nust recapture $222.75 ($1,350 x 50% x 33%.

Exanple 4. Assunme the facts as in Exanples 1 and 3 above, and
the following fact. On Septenber 1, 1991, sharehol der A disposes of
10 nore shares to E, leaving A with 40 of A's original 100 shares.

The sale in 1991 does not trigger recapture for A because of the 33
1/3 per cent rule--since A was subject to recapture by reason of a
reduction in interest below 66 2/3 per cent (i.e., 50 per cent) in
1990, A experiences no further recapture until A's interest is reduced
to less than 33 1/3 per cent of A's original interest. The sale in
1991 reduces A's interest to only 40 per cent. E would not be subject
to recapture.

Exanmple 5. Assune the facts as in Exanple 1 above, and the
following fact. On Novenber 11, 1990, shareholder A sells 15 of A's
100 shares to D. The sale does not trigger recapture for A because of
the 66 2/3 per cent rule--A's interest in Corporation S has not been
reduced below 66 2/3 per cent of A's interest at the tine the credit
was taken. This result occurs despite the fact that A now owns only
85 per cent of A's original stock interest. D would not be subject to
recapture.

b. S Corporation Election

Cenerally, if a corporation nmakes a valid election under section 235-2.4,
HRS, to be an S corporation, then on the |ast day of the taxable year
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imedi ately preceding the first taxable year for which the election is
effective, any eligible property the basis of which was taken into account
to conpute the corporation’s credit allowable in taxable years prior to the
first taxable year for which the election is effective (and which has not
been di sposed of or otherw se ceased to be eligible property with respect
to the corporation prior to such |last day) shall be considered as having
ceased to be eligible property with respect to the corporation and the
recapture rule shall apply. However, the recapture rule shall not apply if
the corporation and each of its shareholders on the first day of the first
t axabl e year for which the election under section 235-2.4, HRS, is to be
effective, or on the date of the election, whichever is later, execute an
agreenent as is described bel ow

The argeenment shall: (1) be signed (a) by the shareholders, and (b) on
behal f of the corporation by a person who is duly authorized; (2) state
that if eligible property for which the credit was taken is |ater disposed
of by, or ceases to be eligible property with respect to the corporation
during the recapture period and during a taxable year of the corporation
for which the S election is effective, each signer agrees (a) to notify the
director of a disposition or cessation, and (b) to be jointly and severally
liable to pay the director an anmount equal to the increase in tax provided
by the recapture rule; (3) state the nanme, address, and taxpayer account
nunber (e.g., social security nunber) of each party to the agreenent; (4)
be filed with the Departnent for the taxable year imediately preceding the
first taxable year for which the S election is effective; and (5) be filed
with the Departnent on or before the due date (including extensions of

time) of the return, unless the director permts, upon a show ng of good
cause, that the agreement may be filed on a |later date.

A sharehol der’s share of the amount of credit recapture shall be determ ned
as if the property had ceased to be eligible property as of the |ast day of
the taxable year imediately preceding the first taxable year for which the
S election is effective; however, the recapture percentage shall be
determned as if the property ceased to be eligible property on the date
the property actually ceased to be eligible property.

[, EXCEPTI ONS TO THE RECAPTURE RULE

A TRANSFER BY REASON OF DEATH

A transfer by reason of death is not considered to be a disposition of
eligible property, subject to the recapture rule.

Exanple 1. A a cal endar-year taxpayer, purchases and placed in
service in 1988, eligible property with a basis of $5,000. In taxable
year 1988, A takes a credit in the anount of $150 ($5,000 x 3% . A
dies in 1989, and the property is transferred to A's heir. In 1989,
no credit is required to be recaptured. Further, the heir can
i medi ately di spose of the property without the possibility of credit
recapture.

B. TRANSACTI ON TO WHI CH CODE SECTI ON 381(a) APPLIES
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A disposition of eligible property in a transaction to which Code section
381(a) (regarding carryovers in certain corporate acquisitions) applies is
not considered to be a disposition of eligible property, subject to the
recapture rule. However, if the acquiring corporation disposes of the
eligible property before the close of the recapture period, there will be
an early disposition and the recapture rule will be triggered.

C MERE CHANGE I N FORM OF CONDUCTI NG A TRADE OR BUSI NESS

1. I n General

Recapture is not required as a result of a nere change in the form of
conducting a trade or business if: (1) the property is retained as eligible
property in the sanme trade or business; (2) the transferor (or in a case
where the transferor is a partnership, estate or trust, or S corporation
the partner, beneficiary, or shareholder) of eligible property retains a
substantial interest in the trade or business; (3) substantially all the
property (whether or not eligible property) necessary to operate the trade
or business is transferred in the change of form and (4) the basis of
eligible property in the hands of the transferee is determ ned in whole or
in part by reference to the basis of eligible property in the hands of the
transferor (i.e., carryover basis).

Thi s subparagraph shall not apply to the transfer of eligible property if
Code section 381 (regarding carryovers in certain corporate acquisitions)
applies to the transfer.

2. Substantial | nterest

For purposes of this exception, a transferor (or in a case where the
transferor is a partnership, estate or trust, or S corporation, the
partner, beneficiary, or shareholder) is considered to have retained a
substantial interest in the trade or business if, after the change in form
the transferor’s interest in the trade or business is: (1) substantial in
relation to the total interest of all the owners; or (2) equal to or
greater than the transferor’s interest prior to the change in form

Exanple 1. A taxpayer owns a five per cent interest in a
partnership. After an incorporation of the partnership, the taxpayer
retains at least a five per cent interest in the corporation. In this
case, the taxpayer will be considered to have retained a substanti al
interest in the business as of the date of the change in form

A taxpayer wll not be considered to have retained a substantial interest
where the only basis for claimng substantial interest is that the val ues
of the interests exchanged are equal.

Exanpl e 2. A taxpayer exchanges a 48 per cent partnership
interest for a seven per cent interest in a corporation (seven per
cent of the outstanding stock), contending that the values of the
interests exchanged are equal. In this case, the taxpayer will not be
considered to have retained a substantial interest.
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The determ nation of whether a taxpayer has retained a substantial interest
in the trade or business is to be nmade imediately after the change in the
form of conducting the trade or business, and after each tine the taxpayer

di sposes of a portion of the taxpayer’s interest in the new enterprise.

3. S Corporation

Neither an election to be treated as an S corporation, nor a termnation or
loss of S corporate status automatically triggers recapture. However
recapture may result if either of the two recapture events discussed in
section 11 (C(4) of this TIR occurs. In determning whether a reduction in
a shareholder’s interest (for exanple, by a sale of stock) will result in
recapture, the 66 2/3 per cent and 33 1/3 per cent rules (as discussed in
section I1(C)(5) of this TIR) apply even if the corporation is no |onger an
S corporation.

4. Di sposition O Cessation

Property ceases to be eligible property with respect to a transferor (or in
a case where the transferor is a partnership, estate or trust, or S
corporation, the partner, beneficiary, or shareholder), and the transferor
must nake a recapture determnation if during the recapture period: (1)
eligible property is disposed of by the transferee (or otherw se ceases to
be eligible property with respect to the transferee); or (2) the transferor
(or in a case where the transferor is a partnership, estate or trust, or S
corporation, the partner, beneficiary, or shareholder) does not retain a
substantial interest in the trade or business directly or indirectly
(through ownership in other entities provided that the other entities’

bases in the interests are determined in whole or in part by reference to
the basis of the interests in the hands of the transferor).

A taxpayer who seeks to establish the taxpayer’s interest in a trade or
busi ness under this exception (i.e., nere change in form of conducting a
trade or business) nust maintain adequate records to denonstrate the
taxpayer’'s direct or indirect interest, or both, in the trade or business
after any transfer.

D. SALE- LEASEBACK TRANSACTI ON

Recapture is not required when eligible property is disposed of and as part
of the sane transaction, is |leased back to the seller within three nonths
after the date the property was originally purchased and placed in service.
This result occurs regardl ess of whether the seller-|lessee recognizes a
gain or loss, or that the seller-lessee is no longer entitled to take
depreciation on the property. If, during the recapture period, the
seller-lessee later termnates or assigns the |ease, or otherw se di sposes
of the property, the seller-lessee may be subject to recapture. For
recapture purposes, the recapture period will be neasured fromthe earlier
of the date the property was purchased or placed in service by the

sell er-1essee.

The |law regarding recapture in a sal e-leaseback transaction is directed to
the seller-lessee because in a typical sale-leaseback transaction
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involving the acquisition of eligible property by the buyer-lessor from the
seller-lessee, the buyer-lessor is not eligible for the credit. The
buyer-lessor is not eligible for the credit because the seller-lessee is
treated as the owner of the property for credit purposes.

E. TRANSFER BETWEEN SPOUSES OR | NCI DENT TO DI VORCE

A transfer between spouses or incident to divorce is not considered to be a
di sposition, subject to the recapture rule. However, a later disposition
by the transferee during the recapture period nmay result in recapture to

the sane extent as if the disposition had been made by the transferor at
that |ater date.

This rule applies to transfers nmade after Decenber 31, 1987, in taxable

years ending after Decenber 31, 1987. It does not apply to transfers under
an instrunment in effect before January 1, 1988.

|'V. | DENTI FI CATI ON OF PROPERTY

A | N GENERAL

A taxpayer nust maintain records from which the taxpayer can establi sh,
with respect to each itemof eligible property, the follow ng facts:

(1) The date the property is disposed of or otherwi se ceases to be
eligible property;

(2) The estimated useful life or recovery period that was assigned to
the property to determne eligibility for the credit;

(3) The nonth and the taxable year in which the property was
purchased or placed in service, whichever is earlier; and

(4) The basis, actually or reasonably determ ned, of the property.

The above stated facts will be analyzed to determne both the eligibility
for the credit, and the necessity for any recapture of credit.

If the taxpayer’s records are insufficient to establish the above stated
facts, it will generally be assuned that the nost recently acquired
eligible property was disposed of first.

B. MASS ASSETS

Wiere the naintenance of records of details on nass assets is inpractical,
t he taxpayer may adopt reasonable recordkeeping practices, consonant wth
good accounting and engi neering practices, and consistent with the

t axpayer’s prior recordkeepi ng practices.

Mass assets nmeans a mass or group of individual itens of property (1) not
necessarily honogeneous, (2) each of which is mnor in value relative to
the total value of the mass or group, (3) nunerous in quantity, (4) usually
accounted for only on a total dollar or quantity basis, and (5) wth
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respect to which separate identification is inpracticable. Exanples
include portable air and electric tools, jigs, and hardware.

C TAXPAYER USES AN AVERAG NG CONVENTI ON TO COVPUTE DEPRECI ATI ON FOR
ELI G BLE PROPERTY

A taxpayer’s use of an averaging convention to conpute depreciation for
eligible property will be recognized to determine if recapture is required
for a particular property. The averaging convention provides for assuned
dates that property is purchased and placed in service, or ceases to be
eligible property. For exanple, it mght be assuned that all additions and
retirenments made during the first half of a given year were nmade on the
first day of that year, and that all additions and retirenents during the
second hal f of that year were nmade on the first day of the follow ng year
The taxpayer nust consistently use the assuned dates to conpute the
taxpayer’s recapture credit on all eligible property depreciated under the
t axpayer’s averagi ng convention. In any event, however, the D rector may
di sregard the taxpayer’s use of the averaging convention dates if the use
results in a substantial distortion of eligibility for the credit.

V. | NCREASE | N | NCOVE TAX

An increase in incone tax under this section shall be treated as incone tax
i nposed on the taxpayer by chapter 235, HRS, for the recapture year. This

is the rule despite the fact that absent the increase, the taxpayer has no

incone tax liability, has a net operating loss, or no incone tax return is

otherwi se required for the taxable year.

éICHARD FXZ{ HLE, JR%

Director of Taxation





